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Advance Refundings

Module C of Phase I of this course provided a basic overview of both current
and advance refundings. This module discusses only advance refundings, but
does so in greater detail. You will find that although the general prohibitions
and limitations of advance refundings are fairly straightforward, the arbitrage
rules are very complicated.

The precise definition of a “refunding issue” can be found in Treas. Reg.
section 1.150-1(d)(1). Under this definition, a refunding issue is an issue of
debt obligations the proceeds of which are used to pay principal of, or interest
or redemption price on, another issue of bonds. The definition also provides
that the proceeds of the refunding issue may be used for issuance costs,
accrued interest, capitalized interest on the refunding issue, a reserve or
replacement fund, or any similar costs that are properly allocable to that
refunding issue.

Treas. Reg. section 1.150-1(d)(2)(ii) states that an issue is NOT a refunding
issue to the extent that the obligor of one issue is neither the obligor of the
other issue nor a related party with respect to the obligor of the other issue. In
general, the “obligor” of an issue is the actual issuer of the bonds.

The text discusses this concept at length in Module G.

Other examples of issues which are NOT refundings are in also in Treas. Reg.
section 1.150-1(d)(2).

An issuer would consider refunding an outstanding issue for either (or both)
of the following reasons:

e debt service savings, and/or
¢ elimination of restrictive covenants.

Continued on next page
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Overview, Continued

Debt Service A significant drop in interest rates after issuance of the original bonds can

Savings result in debt service savings provided the original bonds are redeemed with
the proceeds of the refunding issue as soon as possible. This is so even
though the face amount of the refunding issue is necessarily greater than the
outstanding amount of the refunded issue. The size of the refunding issue is
greater than the refunded issue because the yield on the refunding issue will
be lower than the yield on the refunded issue, and the issuer has to use part of
the principal to pay interest on the issue until redemption. However, once the
refunded bonds are redeemed, the lower interest costs associated with the
refunding bonds should compensate for the increase in principal amount.

This transaction is similar to refinancing a mortgage except that the prior
bonds are not paid off immediately like the first mortgage would be.

Elimination of  Occasionally, issuers must agree to certain operating covenants in order to sell

a Restrictive their bonds. One of the most common is to maintain a specific fixed payment

Covenant coverage ratio. This ratio measures an entity’s ability to meet all of its fixed
payments, such as principal and interest payments on debt and lease payments
by comparing earnings with these fixed payments. The lower the ratio, the
more risk is involved. Upon issuance, an issuer may agree to maintain a ratio
of earnings to fixed payments of, say, 2.0. After a few years, the issuer may
want to issue new debt for other projects but is prohibited from doing so
because it would not be able to maintain this ratio. Therefore, the issuer will
refund the bonds to eliminate this requirement.

Defeasance The refunding of a bond issue is usually considered to be a true defeasance
transaction. This means that there is a release of:

e any liens on assets or revenues of the issuer which secure the prior issue,
and
e any covenants of the issuer regarding the prior issue.

In place of the revenues which secured the issue, the issuer establishes an
escrow account funded with Treasury obligations. The earnings on these
obligations and the obligations themselves are expected to pay the debt
service on the prior bonds. At the same time, the revenues which were
dedicated to paying debt service on the prior bonds are now used to pay debt
service on the refunding issue.

Continued on next page
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Overview, Continued

Statutory
Provisions and
Regulations

Objectives

Various sets of rules which govern advance refundings. The general rules that
define and limit advance refundings are in IRC section 149(d) and the
accompanying regulations. Certain definitions are in Treas. Reg. section
1.150-1(d). The arbitrage rules are in Treas. Reg. section 1.148-9. Specific
anti-abuse rules for advance refundings are in Treas. Reg. section 1.148-10.
Other provisions, such as IRC sections 146 and 147, may also apply.

In addition, whenever a bond is issued after August 15, 1986 to advance
refund a bond issued before August 15, 1986, the Transition rules of Section
1313(b) of the Tax Reform Act of 1986 need to be consulted.

At the end of this lesson, the student will be able to:

o Explain the general rules of IRC section 149(d) regarding advance
refundings.

e Identify instances when the provisions of IRC sections 146 and 147 apply to
advance refunding issues.

e Determine the effect of the TRA 1986 Transition rules on the refunding
issue.

e Describe the common funds in an advance refunding issue.

e Describe the various forms of advance refundings.

o Identify the gross proceeds and proceeds of an advance refunding issue.

o Define transferred proceeds.

o Compute the amount of proceeds transferring from the prior issue to the
refunding issue.

o Explain how the universal cap affects transferred proceeds of an advance
refunding issue.

o Apply the multipurpose allocation rules when allocating proceeds, costs,
and bonds of a multipurpose issue.

e Explain the mixed escrow rules.

e Determine the temporary periods for gross proceeds of advance refundings.

e Determine the yield on a class of investments.

e Determine if an issue has met an exception to rebate.

e Determine the proper treatment of prior issue proceeds.

e Describe abusive arbitrage devices and the rules designed to curb them.

Continued on next page
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Part I: Introduction to Advance Refundings
Section 1: General Rules

Overview

Introduction IRC section 149(d) and the accompanying regulations provide the general
rules for advance refundings. These rules:

e define advance refundings,

e limit the types of bonds which may be advance refunded,

o limit the number of times that a bond can be advance refunded,
e provide specific redemption rules, and

e prohibit abusive transactions.

The Transition rules of TRA 1986 provide requirements which, if met, allow
post-1985 bonds to refund pre-1986 bonds. Although both current and
advance refundings are provided for in the Transition rules, only those rules
governing advance refundings are discussed in this module.

Generally, IRC section 146 regarding the volume cap does not apply to
advance refundings.

Only certain provisions of IRC section 147 apply to advance refundings.

In This Section  This section contains the following topics:

Topic See Page
Overview E-5
General Provisions of IRC Section 149(d) E-6
Transition Rules of TRA 1986 E-11
Applicability of IRC section 146 - Volume Cap E-15
IRC section 147 Provisions E-17
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General Provisions of IRC Section 149(d)
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4259-002

IRC section 149(d)(5) provides that a bond shall be treated as issued to
advance refund another bond if it is issued more than 90 days before the
redemption of the refunded bond.

Example
County A issues bonds in the amount of $20M at 8% in 1987. The bonds are

callable in 1997 and mature in 2017. The debt service on the bonds will be
paid from revenues from the project. In 1990 tax-exempt interest rates fall to
5% and County A issues bonds to advance refund these original bonds. These
bonds are callable in 2000 and mature in 2010. The proceeds of the refunding
issue will be dedicated to the payment of debt service on the original bonds
until they are redeemed in 1997. Because the refunding issue is issued more
than 90 days before redemption of the original issue, it is treated as an
advance refunding.

IRC section 149(d)(2) provides that qualified 501(c)(3) bonds are the only
type of private activity bonds that can be advance refunded. Of course,
governmental bonds can also be advance refunded.

Example
In 1991, City B issues $40M of bonds at 9% and loans the proceeds to

Hospital B, a 501(c)(3) organization. In 1994, the bonds are advance
refunded by a $40M issue at 3%. In 1996, Hospital B loses its exempt status
effective January 1, 1991 because it engaged in political activity. No remedial
action was taken. Both bond issues are taxable as of the date of issuance.

Continued on next page
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General Provisions of IRC Section 149(d), Continued

Limitations on  [RC section 149(d)(3)(A)(1) provides that if the original bond was issued after

the Number of 1985 it can be advance refunded only once.
Permitted

Advance

If the original bond was issued before 1986, it can be advance refunded twice.
Refundings

For purposes of this rule, IRC section 149(d)(6) provides that:

o refundings issued before 1986 are treated as advance refundings only if they
are issued more than 180 days before the redemption of the refunded bond,
AND

« if the original bond was issued before 1986, regardless of the number of
times it was advance refunded before March 15, 1986, only one counts.

Example
City Q has outstanding bonds which were issued in 1990. The bonds are

callable in 2000. In 1995, the bonds are advance refunded. Neither the
original bonds (nor the refunding bonds) can be advance refunded again, even
after 2000 when only the 1995 bonds are outstanding.

Taxable If an issuer has already used the permitted number of tax-exempt advance
Refundings refundings, but still wishes to advance refund an issue a taxable advance
refunding issue can be an option.

For purposes of IRC section 149(d)(3)(A)(1), Treas. Reg. section
1.149(d)(1)(e) provides that:

e taxable advance refunding issues are not counted, AND
« an advance refunding of a taxable issue is not counted unless the taxable
issue is a conduit loan of a tax-exempt conduit financing issue.

Continued on next page
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General Provisions of IRC Section 149(d), Continued

Taxable
Refundings,
continued

4259-002

Example
City Y has outstanding bonds issued in 1992, callable in 2002. In 1997, City

Y issues tax-exempt advance refunding bonds, callable in 2007. In 1999, City
Y wants to advance refund the 1997 bonds, but is prohibited from doing so by
IRC section 149(d)(3)(A)(1)(I). Therefore, in 1999, City Y advance refunds
the 1997 bonds using taxable advance refunding bonds, callable in 2009.
These taxable bonds are not counted for purposes of IRC section

149(d)(3)(A)D)(D).

City Y could issue a current refunding of the taxable issue, but not until 90
days before the 1997 bonds are called in 2007. (Not 90 days before the 1992
bonds are called.)

Further, the taxable issue cannot ever be advance refunded with tax-exempt
bonds, even after both of the tax-exempt issues have been redeemed.

Example
In 1990, City B issues bonds using the proceeds to construct a convention

center. The bonds are callable in 2000. In 1992, City B issues tax-exempt
bonds to advance refund the 1990 bonds. These bonds are callable in 2002.

In 1995, City B borrows funds from City X’s pooled bonds (“tax-exempt
conduit financing issue”) in a taxable financing to advance refund the 1992
bonds. Final payments on this loan are due in 2005 (“conduit loan.”) City B
cannot advance refund the taxable issue, even after the 1992 bonds are
redeemed. According to Treas. Reg. section 1.149(d)-1(e), because the taxable
issue is a conduit loan of a tax-exempt conduit financing issue, any advance
refundings will be counted. How can the pooled financing issue be tax-
exempt if one or all of the conduit loans are taxable issues?

Continued on next page
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General Provisions of IRC Section 149(d), Continued

Limitations of
Taxable
Refundings

However, Treas. Reg. section 1.149(d)(1)(e)(2) provides that a taxable issue
will be counted if it is issued to avoid the limitations of IRC section

149(d)(3)(A)(D).

For example, if a taxable advance refunding issue is used to refund a tax-
exempt issue, and is, in turn, currently refunded with a tax-exempt

issue, the taxable advance refunding issue is counted if the two tax-exempt
issues are outstanding concurrently for more than 90 days.

Example
City M issues tax-exempt bonds in 1986, callable on December 1, 1996. On

December 1, 1995, City M issues taxable bonds to advance refund the 1986
bonds. These bonds are callable on December 1, 2005. City M issues tax-
exempt current refunding bonds on September 1, 1996. Because the tax-
exempt issues are not outstanding concurrently for longer than 90 days, the
1996 bonds are tax-exempt. If the 1996 bonds were issued prior to September
1, 1996, then the 1995 bonds would be counted as the one permitted advance
refunding of the 1986 bonds, effectively making the 1996 bonds taxable.

Example
City R issues tax-exempt bonds in 1989. The first call date is June 1, 1999.

In 1995, City R advance refunds the 1989 bonds with tax-exempt bonds,
callable in 2005. In 1997, City R advance refunds the 1995 bonds with a
taxable issue, callable in 2007. In 1998, City R wants to advance refund the
taxable issue using tax-exempt bonds, but is prohibited from doing so by
Treas. Reg. section. 1.149(d)(1)(e)(2), because the 1995 bonds and the
proposed 1998 bonds cannot be outstanding concurrently for longer than 90
days. (What about the 1989 bonds?). Until the 1995 bonds are redeemed, the
only tax-exempt bonds that City R can issue are current refunding bonds.
Once the 1995 bonds are redeemed, the City could advance refund the taxable
issue using tax-exempt bonds. (This seems to violate the limitations of

149(d)(3)(A)(1))

Continued on next page
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General Provisions of IRC Section 149(d), Continued

Redemption IRC section 149(d)(3)(B)(i) provides that the following rules apply ONLY if
Rules the issuer may realize present value debt service savings in connection with
the refunding issue.

1. IRC section 149(d)(3)(A)(ii) provides that if the refunded bonds were
issued before 1986, it must be redeemed not later than the earliest date on
which such bond may be redeemed at par or at a premium of three percent
or less.

2. IRC section 149(d)(3)(A)(iii) provides that if the refunded bonds were
issued after 1985, it must be redeemed not later than the earliest date on
which such bond may be redeemed.

IRC section 149(d)(3)(B)(ii) provides that for purposes of the above rules, the
carliest date referred to cannot be earlier than the 90 day after the issuance
date of the refunding bond.

Example
County A issued $10M of 20-year 7% bonds in 1987. The bonds are callable

in 1997. On January 1, 1997, $5.5M of principal is outstanding. In 1997 the
county advance refunds the bonds with an issue of $6.3M 10-year bonds at
3%. Since the refunding results in a savings of debt service, the 1987 bonds
must be redeemed at the first call date. This should not be a problem for the
issuer, as it is in its best interest to refund the bonds as soon as possible

anyway.
Abusive IRC section 149(d)(4) provides that the interest on a refunding bond which
Transactions employs an abusive device will NOT be tax-exempt. An abusive device is

employed if a material financial advantage (based on arbitrage) is obtained,
aside from savings attributable to lower interest rates.

Abusive devices and the anti-abuse rules are discussed in Treas. Reg. sections
1.149(d)-1(b) and 1.148-10 and are discussed later in this module.
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TRA 1986 Transition Rules

Introduction

Section 1313(b)

Transition rules are particularly important in the tax-exempt bond area. This
is largely because of the many different sets of regulations that have been
issued over the years. Most new legislation and regulations apply to bonds
issued after a certain effective date. This practice has particular importance
because most tax-exempt legislation has resulted in stricter rules.
Accordingly, determining when refunding issues are “grandfathered” from
new stricter rules is a very common and very important issue.

The effective date and transition rule question arises for new regulations as
well as new legislation. In general, most of the major tax-exempt bond acts
since 1980 have contained detailed transition rules. Perhaps the most
important transition rules are contained in sections 1312 and 1313 of the Tax
Reform Act of 1986. These sections generally permit refundings to be
grandfathered from new use rules, but NOT from new arbitrage rules.

Section 1313(b) of the TRA 1986 provides that the amendments made by
section 1301 of the Act (IRC sections 103 and 141-150, with certain
exceptions) shall not apply to any bond the proceeds of which are used
exclusively to advance refund a bond issued (or which was issued to refund a
bond issued ) before August 16, 1986 if:

e the refunded bond is not an industrial development bond or a private loan
bond under IRC section 103 of the 1954 Code, AND

e the average maturity of the issue of which the refunding bond is a part does
NOT exceed 120 percent of the average reasonably expected economic life
of the facilities being financed with the net proceeds of the issue, OR

e the refunding bond has a maturity date not later than the date which is 17
years after the date on which the prior bond was issued.

Continued on next page
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TRA 1986 Transition Rules, Continued

Section 1313(b),
continued

4259-002

Example
On November 1, 1986, City M has outstanding $9M of a $10M bond issued

on June 1, 1984. The proceeds were loaned to a hospital which is an
organization exempt under IRC section 501(c)(3). The hospital used the
funds to add an oncology wing to the existing structure. 15 percent of the new
wing is leased to a for-profit subsidiary of the hospital, which is well below
the private use ceiling of pre-1986 law. The first call date of the bonds is
March 1, 1996.

On November 1, 1989, City M issues a $25M 20-year bond issue. $11M will
be used to advance refund the prior issue, while $14M will be used for a
separate new project. The average maturity of this issue does not exceed 120
percent of the average reasonably expected economic life of the facilities
being financed with the net proceeds of the issue.

Analysis
IRC section 145(a)(2)(B) provides that the private business use of qualified

501(c)(3) bonds issued after August 15, 1986 may not exceed 5 percent.
Treas. Reg. section 1.103-7(d)(1) states that the proceeds of a refunding issue
are considered to be used for the same purpose as the proceeds of the prior
issue. It follows that a refunding bond issued after August 15, 1986 will not
be tax-exempt if it refunds a 501(c)(3) bond which does not meet the
requirements of IRC section 145(a)(2)(B). Therefore, without the Transition
rules of Act section 1313(b), City M could not advance refund the 1984 bonds
with tax-exempt bonds.

Act section 1313(b) provides that if certain requirements are met, the
amendments made by section 1301 (with certain exceptions) will not apply to
the refunding bonds. This allows the 1984 bonds to be advance refunded with
tax-exempt bonds. These requirements are met, as follows:

 the 1984 issue is not an issue of industrial development bonds or private
loan bonds because the 1954 Code allows 25 percent private use, AND

o the average maturity of the 1989 issue does not exceed 120 percent of the
average reasonably expected economic life of the facilities being financed
with the net proceeds of the issue.

Continued on next page
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TRA 1986 Transition Rules, Continued

Section 1313(b),
(continued)

Certain
Amendments
Apply Anyway

$150 Million
Limitation for
Nonhospital
Qualified
501(c)(3) Bonds

Therefore, the 1989 refunding bonds will be treated as tax-exempt (even
though the refunded bonds do not meet all of the amendments made by
section 1301 (IRC section 145(a)(2)(B))).

However, Act section 1313(b)(3) provides that certain amendments WILL
APPLY. Therefore, the 1989 refunding bonds must meet the following
amendments of Act section 1301:

e the requirements of IRC section 147(f),

e the requirements of IRC section 147(g),

e the requirements of IRC section 148 (except that section 148(d)(3) shall not
apply to proceeds used to discharge the refunded bonds,)

e the requirements of IRC sections 149(d)(3) and (4),

e the requirements of IRC section 149(e), AND

e the requirements of IRC section 150(b).

Note that the requirements of IRC section 147(f) and 149(e) apply ONLY if
the refunding bonds are issued after December 31, 1986.

Also refer to the special rules below for governmental bonds.

The last sentence of Section 1313(c)(2)(B) provides that the $150M limitation
on nonhospital bonds shall not apply to the first advance refunding after
March 14, 1986 of a bond issued before January 1, 1986. Remember that
bonds issued before 1986 may be advance refunded twice.

Act section 1313(¢)(3) provides, however, that the amount of the refunding
bonds counts toward the $150 million limitation when determining the
limitation for later issues.

(Note that the $150 million limitation was prospectively repealed by the
Taxpayer Relief Act of 1997.)

Continued on next page
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TRA 1986 Transition Rules, Continued

Special Rules
for
Governmental
Bonds Issued
After August
15, 1986

Other
Transition
Rules

4259-002

Act section 1313(c) provides the following adjustments for certain advance
refundings of governmental bonds that refund bonds issued before September
1, 1986: (something to do with ¢3°s)

e IRC sections 147(f) and (g) do not apply,
e IRC section 150(b) does not apply, and
« the bond won’t be a private activity bond for 148 and 149(e).

Act section 1313(b)(5) provides rules regarding the volume cap for refunding
bonds if at least five percent of the net proceeds of the refunded bond was
used to provide an output facility.
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Applicability of IRC Section 146 - Volume Cap

Introduction You will recall that the only types of bonds that can be advance refunded are:
e qualified 501(c)(3) bonds, and
e governmental bonds.

Also, recall that Treas. Reg. section 1.103-7(d)(1) states that the proceeds of a
refunding issue are considered to be used for the same purpose as the
proceeds of the prior issue.

IRC section 146 applies only to certain private activity bonds. Therefore,
although there are situations in which the volume cap will apply to
governmental bonds, generally, governmental bonds are excluded from the
volume cap requirements.

Therefore, the only other bonds that concern us at this point are qualified
501(c)(3) bonds, and IRC section 146(g) specifically excludes qualified
501(c)(3) bonds from the volume cap requirements.

General Rules  Although IRC section 146(1)(1) provides that certain refundings may be

Regarding subject to the volume cap, IRC section 146(1)(5) specifically excludes
Refundings and  5dvance refundings from this rule.

Qualified

501(c)(3) Bonds

Therefore, neither original qualified 501(c)(3) bonds nor bonds issued to
advance refund them are subject to the volume cap.

General IRC section 146(a) excludes governmental bonds simply by referring only to
Exclusion for  private activity bonds in the general rule

Governmental

Bonds

Continued on next page
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Applicability of IRC Section 146 - Volume Cap, Continued

Review of IRC
sections
141(b)(5) and
146(m)(1)

Volume Cap
Allocation for
Advance
Refundings of
Governmental
Bonds
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You will recall from Module J, Phase I of this course that IRC sections
141(b)(5) and 146(m)(1) provide that the issuer of a governmental bond must
meet the volume cap when there are certain nonqualified amounts, but which
are less than that required to meet the private activity bond tests.

Nongqualified amounts must exceed $15 million and be equal to the lesser of:

e the proceeds of the issue to be used for ANY private business use, OR
e the proceeds of the issue with respect to which there are payments (or
property or borrowed money) described in IRC section 141(b)(2).

Therefore, whenever there are proceeds exceeding $15 million used for
private use or derived from private payments, and this amount is less than that
required to meet the private activity bond tests, the amount over $15 million
must be allocated to the volume cap.

IRC section 146(m)(2) provides that when a bond to which a volume cap
allocation was required under IRC section 141(b)(5) is advance refunded, the
refunding issue must make a similar allocation.

Example
In 1998, County E issues bonds in the principal amount of $200M. The bonds

are used to build a stadium. A professional sports team contracts for use of
the stadium amounting to nine percent of the time and agrees to pay $20
million for this use. Since nine percent use is less than 10 percent private
payment, County E allocates $3M ($200M x .09 =$18M-$15M) to the volume
cap.

In 2003, County E issues bonds to advance refund the 1998 issue. At this
time, $140M of principal remains outstanding. County E allocates $3M to
the volume cap. Specific dollar amount, not 9% based on outstanding
amount? Does the amount of this allocation ever change? Not for current
refundings.
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Applicability of IRC Section 147

Introduction

Advance
Refundings of
Pre-1986
501(c)(3) Bonds

Advance
Refundings of
Post-1985
501(c)(3) Bonds

Since the provisions of IRC section 147 apply only to certain qualified private
activity bonds, they do not apply to governmental bonds. This is true
regardless of the issuance date of the refunded bonds.

Applicability to advance refundings of qualified 501(c)(3) bonds depends on
the issuance date of the refunded bonds. Remember that according to IRC
section 147(h)(2), subsections (a), (c), and (d) do NOT apply to 501(c)(3)
bonds, and subsection (e) applies as if it did NOT contain “health club
facility.”

The TRA 1986 Transition rules (as previously discussed) provide that
advance refundings of 501(c)(3) bonds issued before August 16, 1986 must
comply with the following subsections of IRC section 147:

e (1), relating to the public approval requirement, AND
e (g), relating to restrictions on issuance costs.

Only subsections (b), (), (g) and portions of (e) of IRC section 147 apply to
qualified 501(c)(3) bonds issued after August 15, 1986. Therefore, these
provisions will also apply to advance refundings of 501(c)(3) bonds.

Example
County F issues 20-year bonds in 1990, callable in 2000, and loans the

proceeds to Hospital Z. Hospital Z uses the proceeds to build an ambulatory
center, the economic life of which is 30 years. In 1999, when the reasonably
expected economic life of the building is 21 years, County F issues bonds to
advance refund the 1990 bonds. In order to be tax-exempt, the average
maturity of these bonds cannot exceed 25.2 years (21 x 1.2.)

In addition, the County must obtain public approval of the refunding issue.
(Unless the refunding bonds were issued within three years after the date of
the first issue pursuant to initial approval. (See IRC section 147(f)(2)(D)))

Lastly, issuance costs of the refunding issue must NOT exceed two percent of
the proceeds of the issue.
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Section 2

Common Funds in an Advance Refunding Issue

Overview

Introduction

In This Section
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In order to become more familiar with advance refundings, it is necessary to
analyze the various types of funds usually established in an advance

refunding.

This section contains the following topics:

Topic See Page
Overview E-18
Refunding Escrows E-19
Reasonably Required Reserve and Replacement Fund E-21
Bona Fide Debt Service Fund E-25
Sinking Fund E-26
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Refunding Escrow

Introduction

Investments in
the Escrow
Fund

SLGs
Regulations

Probably the most significant of the funds in a refunding issue is the refunding
escrow. The purpose of this fund is to accumulate funds to be used to pay
principal and interest on the refunded issue. Although the refunding escrow is
usually funded solely by proceeds of the refunding issue, it can also contain
issuer equity, or unspent proceeds of the refunded issue. When the fund
consists of funds from various sources, it is called a mixed escrow. Special
rules apply to mixed escrows, and they will be discussed later in this module.

Treas. Reg. section 1.148-1(b) defines a refunding escrow.

Remember that arbitrage is the investment of tax-exempt proceeds in higher
yielding investments in order to take advantage of the difference in the rates.
The tax-exempt issuer usually pays a lower rate of interest than that available
in the taxable market at any given time. This is where the yield restriction
rules come into play. The yield of refunding escrows is restricted to 0.001
percent above the bond yield. Now, when the issuer is contemplating the type
of investments to use for the escrow fund, it may be difficult to find an open-
market investment with the specific yield required by the issuer.

Recognizing this problem, the Treasury offers a special series of Treasury
securities to state and local governments that can be used to invest the funds
in the escrow. These special securities are called State and Local Government
Securities, commonly known as “SLGs” (pronounced “slugs.”)

The Department of the Treasury has published regulations governing US
Treasury Certificates of Indebtedness, Notes, and Bonds of the State and
Local Government Series. These regulations can be found in 31 CFR Part
344.

Continued on next page
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Refunding Escrow, Continued

General
Information
about SLGs

Fair Market
Value of
Investments
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The purpose of the SLGs is to provide issuers of tax-exempt securities with
investments that will enable the issuer to comply with the applicable
provisions of the Internal Revenue Code.

SLGs are available to issuers only (not conduit borrowers) in amounts of
$1,000 or more. Time deposits are available for periods ranging from 30 days
to a maximum of 40 years. Demand deposits are one-day securities which
are rolled over continuously until redemption.

The interest rate on each security is designated by the issuer, but cannot
exceed the maximum interest rate. Maximum interest rates are released by
the Department daily and can be obtained from any one of four sources listed
in the regulations.

Samples of the forms used to subscribe to SLGs are shown in Exhibits E-1
through E-6.

Treas. Reg. section 1.148-6(c) provides that gross proceeds will not be
allocated to the purchase of a nonpurpose investment to the extent that the
purchase price of the investment exceeds its fair market value.

Example
City A has $5 million of gross proceeds from an advance refunding issue

which it wants to deposit into the refunding escrow. The yield on the bonds is
six percent. Rather than purchase SLGs yielding six percent, City A decides
to purchase open-market securities from the underwriter at a price in excess of
their fair market value. Paying a greater amount for the securities will
decrease the yield on the investments. This is called “yield burning.” The
underwriter earns the profits that should be paid to the government, making
these bonds arbitrage bonds.

Treas. Reg. sections 1.148-5(d)(6)(iv) through (d)(6)(viii) and
(e)(2)(iv)(Proposed) are designed to curb instances of yield burning.
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Reasonably Required Reserve or Replacement Fund

Introduction

Refunding issues, like new money issues, will generally have a reserve fund.
Remember that the escrow fund is pledged to pay debt service on the prior
issue, while the debt service on the refunding issue will be paid from project
revenues or taxes. Because the source of debt service for the refunding issue
is not guaranteed, a reserve fund will usually be established.

All of the following funds may be deposited into a reserve fund, although sale
proceeds in excess of 10 percent of the principal amount of the refunding
bonds are not permitted by Treas. Reg. section 1.148-2(f)(1):

refunding bond proceeds,

unspent proceeds of the prior issue,
project revenues, OR

issuer equity.

A reasonably required reserve fund (or “4R fund”) is afforded special
treatment by the arbitrage regulations, and can be all, or just a part of the
reserve fund. It must meet the funding limitation of reserve funds, as well as
a size limitation.

However, because of this special treatment, issuers want their reserve funds to
be reasonably required reserve funds.

Continued on next page
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Reasonably Required Reserve or Replacement Fund, Continued

Requirements  Treas. Reg. section 1.148-9(e) permits proceeds of the refunding issue and the
of a Reasonably prior issue in a 4R fund to be invested at an unrestricted yield if certain
Required requirements are met. The requirements that must be met are:
Reserve Fund

o the 10% funding limitation of Treas. Reg. section 1.148-2(f)(1), AND

e the size limitation set forth in Treas. Reg. sections 1.148-2(f)(2) and (3).

You will recall from Phase I, that the size limitation provides that gross
proceeds of an issue that make up a 4R fund may NOT exceed the lesser of:

¢ 10 percent of the stated principal amount of the issue,

o the maximum annual principal and interest requirements on the issue, OR
125 percent of the average annual principal and interest requirements on the
issue.

When determining if the requirements are met for an advance refunding issue,
the limits are measured by reference to the refunding issue only.

Continued on next page
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Reasonably Required Reserve or Replacement Fund, Continued

Requirements
of a Reasonably
Required
Reserve Fund,
continued

Example
County G issues 10-year bonds in the principal amount of $20 million to

advance refund a bond issue which still has $1 million in its 4R fund. County
G wishes to deposit as much as possible into the 4R fund of the refunding
issue, using both the funds in the prior issue’s 4R fund and proceeds of the
refunding issue. To determine the maximize size of the 4R fund, County G
will use the financial data from the refunding issue only. Assume that the
debt service schedule calls for payments of principal and interest of $2 million
each year. To meet the size limitation (and be exempt from yield restriction),
the 4R fund cannot exceed $2 million. To meet the funding limitation, no
more than $2M of refunding bond proceeds can be deposited into the 4R fund.

Among the issuer’s options are the following:

1.) Use $1M of prior issue 4R and $1M of refunding bond sale proceeds for
the new 4R fund. Both the funding limit and the size limitation are met.

2.) Use $2M of refunding bond sale proceeds for the new 4R fund, and none
of the prior issue 4R fund.

3.) Use $1M of prior issue 4R and $2M of refunding bond sale proceeds for
the new 4R fund. The funding limit is satisfied, however the size
limitation is exceeded. $1M would have to be yield restricted.

Continued on next page
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Reasonably Required Reserve or Replacement Fund, Continued

Not Meeting
the
Requirements

4259-002

Amounts in the 4R fund in excess of the size limitation are not considered a
part of the reserve fund. This means only that excess amounts must be yield
restricted. However, the fact that the reserve fund is too large does not affect
the tax-exempt status of the bonds.

If, however, sale proceeds in excess of 10 percent of the principal amount of
the refunding issue are deposited into the reserve fund, then Treas. Reg.
section 1.148-1(f)(1) provides that that issue consists of arbitrage bonds. This
is true even if the funds are not invested at a yield above the bond yield.

Treas. Reg. section 1.148-1(b) provides that “sale proceeds” include any
amounts actually or constructively received from the sale of the issue,
including:

e amounts used to pay underwriters’ discount or compensation,
e accrued interest other than pre-issuance accrued interest, and
o amounts derived from the sale of a right that is associated with the bond.
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Bona Fide Debt Service Fund

General Rules

A bona fide debt service fund is a type of sinking fund which enjoys preferred
status under the arbitrage regulations.

The requirements for a bona fide debt service fund for a refunding issue are
the same as those for new money issues. Although, this fund usually includes
refunding issue proceeds (investment earnings of the reserve fund or other), it
may also include project revenues.

The definition of a bona fide debt service fund can be found in Treas. Reg.
section 1.148-1(b).
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Sinking Fund

Introduction

4259-002

According to Treas. Reg. section 1.148-1(c)(2), a sinking fund includes a debt
service fund, redemption fund, reserve fund, replacement fund, or any similar
fund, to the extent reasonably expected to be used directly or indirectly to pay
principal or interest on the issue.

This section has already discussed reasonably required reserve and
replacement (4R) funds and bona fide debt service (BFDS) funds, which are
types of sinking funds.

However, in an advance refunding, an issuer may establish a sinking fund to
accumulate funds to pay off the refunding bonds at redemption. The amounts
in a sinking fund are usually characterized as replacement proceeds of the
refunding issue and as such, are subject to yield restriction and rebate.

Sinking funds can play a significant role with respect to refunding escrows.
This special treatment of sinking funds and refunding escrows will be
discussed later in this text when the yield restriction rules are covered.
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Section 3
Forms of Advance Refundings

Overview

Introduction Before the arbitrage restrictions can be understood, it is helpful to understand
the three different forms that an advance refunding may take. Two of these
forms are described in the anti-abuse rules on excess gross proceeds of advance
refundings in Treas. Regs. section 1.148-10(c).

The first form is by far the most common.

In This Section  This section contains the following topics:

Topic See Page
Overview E-27
Net Refunding E-28
Gross Refunding E-31
Crossover Refunding E-34
Summary of Forms of Advance Refundings E-38
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Net Refunding

Introduction

4259-002

In a net (or standard) refunding, the proceeds of the advance refunding bonds
are used to buy government securities (usually SLGs) and are held in the
escrow account. The principal plus the interest to be earned will pay off the
prior bonds. The high quality of the securities and the low risk that the escrow
will not be able to pay off the prior bonds are enough to make the trustee
consider the prior bonds "defeased." This means that the revenue stream that
was supporting the debt service on the prior bonds is now released. It now
supports the debt service on the advance refunding bonds. The escrow funded
by the advance refunding bonds now supports the debt service on the prior
bonds. Figure E-1 illustrates a net refunding.

Continued on next page
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Net Refunding, Continued

FIGURE E-1: NET REFUNDING

STEP 1: ISSUANCE OF ORIGINAL BONDS

ISSUE #1

BOND ISSUE #1 BOND
3/1/85 @ 8% PROJECT
Callable 3/1/95 PROCEEDS
PURCHASE o
ReHA SERVICE
PAYMENTS
BONDHOLDERS

E-29

Continued on next page
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Net Refunding, Continued

FIGURE E-1: NET REFUNDING

STEP 2: ISSUANCE OF REFUNDING BONDS

ESCROW FUND BOND ISSUE #2
(SLGS) 8/1/94 @6%
BOND
PROCEEDS
PURCHASE

PRICE PROJECT
DEBT SERVICE
PAYMENTS

BONDHOLDERS BONDHOLDERS
ISSUE #1 ISSUE #2
DEBT SERVICE
PAYMENTS

Claim of bondholders on project revenues is now released, or
“defeased”. Revenues are used to pay debt service on the
refunding bonds.
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Gross Refunding

Gross (or Full
Cash)
Refunding

Mechanics of
Gross
Refundings

Occasionally, state law or requirements of the trustee of the prior bonds may
require that a gross refunding be used. In the net refunding just discussed, the
bond documents for the prior bonds authorized the trustee to take the "risk" of
defeasing the prior bonds based on the investment earnings of the advance
refunding proceeds in the refunding escrow. In a gross refunding, investment
earnings on the refunding escrow are not taken into account. Therefore, the full
amount needed to pay principal, interest, and call premium of the refunded
bonds must be deposited into the escrow account on the issuance date of the
refunding bonds. Because there are potential excess gross proceeds, special
rules apply gross refundings. These rules can be found in Treas. Reg. section
1.148-1(c)(5). A simple example will show the difference between a net and a
gross refunding.

Example
Suppose City X wants to advance refund a prior bond that pays $10M in five

years, but no interest before then (a "zero coupon bond.") If the city does a net
refunding, it needs to issue only about $6.75M, because this amount will earn
an additional $3.25M if invested for five years at 8%. If the city does a gross
refunding, it needs to issue $10M, because it needs to have on hand currently
the full amount to pay off the prior bonds, even though that amount isn't needed
for 5 years.

Figure E-2 illustrates a gross refunding.

In a gross refunding, there are two separate bond issues, the proceeds of which
are used to pay debt service on the prior issue:

e Refunding Series A, AND
e Refunding Series B (Special Obligation Bonds).

The interest earned on the escrow funds is used to pay debt service on Series
The Series B bonds must be retired along with (if not before) the prior issue.

Continued on next page
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Gross Refunding, Continued

FIGURE E-2: GROSS REFUNDING

STEP 1: ISSUANCE OF ORIGINAL BONDS

ISSUER

ORIGINAL BONDS BOND PROCEEDS) PROJECT

DEBT SERVICE PAYMENTS

BONDHOLDERS

Continued on next page
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Gross Refunding, Continued

FIGURE E-2: GROSS REFUNDING

STEP 2: ISSUANCE OF REFUNDING BONDS

ISSUER
BONDHOLDERS
PRIOR ISSUE
w
)
(7]
PROCEEDS
PROCEEDS REFUNDING DEBT SERVICE
BONDS SERIES A PROJECT
INTEREST PROCEEDS REFUNDING BONDS
SERIES B
DEBT SERVICE (SOBS)
ESCROW
FUND
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Crossover Refunding

Crossover This method is similar to the gross refunding because advance refunding bonds
in an amount sufficient to fully redeem the prior bonds are issued. In the
crossover method, there is no defeasance. For this reason, this method cannot
be used to remove burdensome covenants. The prior bonds are redeemed
whenever they can be called and the new interest rate then replaces the old.
Crossover refundings are not frequently used, but are more common than gross
refundings.

Special rules in Treas. Reg. section 1.148-10(c)(4) apply to crossover
refundings.

Figure E-3 illustrates a crossover refunding.

Continued on next page
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Crossover Refunding, Continued

FIGURE E-3: CROSSOVER REFUNDING

STEP 1: ISSUANCE OF ORIGINAL BONDS

ISSUER

ORIGINAL BONDS BOND PROCEEDS) PROJECT

DEBT SERVICE PAYMENTS

BONDHOLDERS

Continued on next page
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Crossover Refunding, Continued

FIGURE E-3: CROSSOVER REFUNDING

STEP 2: ISSUANCE OF REFUNDING BONDS
(PRIOR TO CROSSOVER DATE)

PROJECT

ESCROW PROGEEDS
PROCEEDS REFUNDING
ISSUE
INTEREST ONLY
INTEREST ]
BONDHOLDERS
(PRIOR ISSUE) DEBT SERVICE PAYMENTS
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Crossover Refunding, Continued

FIGURE E-3: CROSSOVER REFUNDING

STEP 3: ON AND AFTER THE CROSSOVER
DATE

REFUNDING
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ESCROW

PROJECT
PROCEEDS
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Summary of Forms of Advance Refundings

The table below compares and contrasts the three methods of refundings:

Comparison of the Three Methods of Refundings

Net Refunding

Gross Refunding

Crossover

Prior Bonds

Defeased when
refunding bonds are
issued.

Defeased when
refunding bonds are
1ssued.

Redeemed when
callable. Not
defeased.

Revenue Supporting
Prior Bonds

Pays debt service on
refunding issue.

Pays debt service on
Refunding Series A.

Continues to support
prior issue until
crossover date. Then
pays debt service on
refunding issue.

Refunding Proceeds

Pay debt service of
prior bonds from
issuance date to
redemption. Then pay
remaining principal
and call premium of
prior bonds.

Pay debt service of
prior bonds from
issuance date to
redemption. Then pay
remaining principal
and call premium of
prior bonds.

Pay principal and call
premium of prior
bonds on crossover
date. (Cannot be used
to pay any interest on
the prior bonds.)

Earnings on Escrow

Pay debt service of
prior bonds from
issuance date to
redemption. Then pay
remaining principal
and call premium of
prior bonds.

Pay debt service on
Refunding Series B.
(SOBS)

Pay the interest on
refunding bonds until
crossover date.

Arbitrage
Considerations

The remainder of this module discusses arbitrage considerations in advance
refundings.

4259-002
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Overview

Introduction

Part ll: Introduction to the Allocation Rules

To determine whether or not a bond is tax-exempt, it is necessary to examine
the issuer’s use of bond proceeds. The use of bond proceeds is a primary
factor in determining whether there is compliance with the tax-exempt bond
rules. In addition, when determining if an issue has complied with the
arbitrage rules, it is necessary to first identify the proceeds of the issue.

Generally, gross proceeds are allocated to an issue and are subject to the yield
restriction and rebate rules until an event occurs that allocates the proceeds
away, or “deallocates”, the proceeds from an issue. Investment in nonpurpose
investments does NOT deallocate proceeds, but expenditure for the
governmental purposes of the bond does.

These allocation and deallocation concepts become particularly significant in
advance refundings because there are two related sets of bonds and two sets of
proceeds outstanding simultaneously.

Many of the general allocation and accounting rules which are found in Treas.
Reg. section 1.148-6 also apply to advance refunding issues. In addition,
some of these rules are supplemented by specific rules which apply only to
advance refundings. These supplementary rules are found throughout Treas.
Reg. section 1.148-9.

Part III of this module discusses the allocation rules relative to advance
refundings.

Continued on next page
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Overview, Continued

One-Issue Rule

Deallocating
Proceeds

Definitions

4259-002

Treas. Reg. section 1.148-6(b)(1) provides that gross proceeds can only be
allocated to one bond issue at a time.

If amounts simultaneously are proceeds of one issue and replacement
proceeds of another issue, those amounts are allocable to the issue of which
they are proceeds.

For example, when proceeds of a refunding issue are placed into an escrow
fund, these proceeds are both sale proceeds of the refunding issue and
replacement proceeds of the refunded issue. However, because Treas. Reg.
section 1.148-6(b)(1) provides that the amounts are allocable to the issue of
which they are proceeds, (rather than gross proceeds) these amounts will be
treated as proceeds of the refunding issue, rather than replacement proceeds of
the refunded issue.

Consider also unspent sale proceeds of a prior issue that are held in a project
fund. Upon issuance of advance refunding bonds, assume that these amounts
are placed into the BFDS fund of the refunding issue. Although these
amounts are sale proceeds of the refunded issue, they are also replacement
proceeds of the refunding issue. The one-issue rule provides that these
amounts continue to be treated as proceeds of the refunding issue until they
are deallocated, as discussed below.

Further, according to Treas. Reg. section 1.148-6(b)(1), these amounts will
continue to be treated as proceeds of the refunding issue until the amounts are:

e allocated to an expenditure for a governmental purpose,

e allocated to transferred proceeds of another issue,

e deallocated from the issue because of the universal cap, OR
e deallocated from the issue because the issue is retired.

Sections 1 and 2 of this part will discuss transferred proceeds and the
universal cap.

Applying the allocation and the arbitrage rules requires an understanding of
gross proceeds, proceeds, and replacement proceeds. Therefore, before
beginning the allocation rules, let’s review these definitions.

Continued on next page
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Overview, Continued

Gross Proceeds

Proceeds

Replacement
Proceeds

In This Part

The definitions of gross proceeds and proceeds that are in Treas. Reg.
section 1.148-1(b) apply to advance refundings just as they apply to other
types of bonds. There are no special rules in any other section of the Code or
regulations which define gross proceeds or proceeds differently for advance
refundings.

Gross proceeds are proceeds plus replacement proceeds.

Generally, proceeds means any:

« sale proceeds,
e investment proceeds, AND
e transferred proceeds.

Generally, replacement proceeds are amounts used to pay debt service on
bonds.

This part contains the following topics:

Topic See Page
Overview E-39
Section 1: Transferred Proceeds E-44
Section 2: Universal Cap E-57
Section 3: Multipurpose Allocation Rules E-60
Section 4: Mixed Escrow Rules E-71
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Overview

Introduction

Definition of
Transferred
Proceeds
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Section 1

Transferred Proceeds

Suppose that interest rates have declined and City B decides to advance
refund an outstanding bond issue. The yield of the refunding bonds is lower
than that of the refunded issue. On the date of issuance of the refunding
bonds, the outstanding issue still has unspent proceeds in its project fund. In
addition, amounts in the reserve fund are invested in long-term securities.
City B establishes an escrow fund to make the debt service payments on the
prior issue, restricting the yield of the fund to that of the refunding issue. The
unspent proceeds of the prior issue remain invested at a yield based on the
yield of the prior issue. Effectively, the city is able to earn a higher yield on
invested funds of the prior issue, while using the funds from the refunding
issue to make the debt service payments on the prior issue.

Obviously, this situation does not seem to be in accordance with the arbitrage
rules. Why should an additional obligation be issued before the city has even
spent all of the funds from the prior issue? The proceeds of the prior issue
should have been spent for their intended purpose before the new bonds were
issued. When they are not spent, you can easily see the advantages to the
issuer. Funds from the prior issue continue to be accumulated and invested at
a higher yield (but still in accordance with the arbitrage rules), while new
funds are used to pay debt service on the issue.

The above scenario is a common occurrence in refundings, and there are
special rules to prevent the issuer from taking unfair advantage of the
arbitrage rules.

In general, transferred proceeds are any proceeds of a prior issue that become
proceeds of the refunding issue. Treas. Reg. section 1.148-9(b)(1) provides
that when proceeds of the refunding issue discharge any of the outstanding
principal amount of the prior issue, unspent proceeds of the prior issue
become transferred proceeds of the refunding issue and cease to be proceeds
of the prior issue.

Continued on next page
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Overview, Continued

Purpose of the
Transferred
Proceeds Rule

History of
Transferred
Proceeds Rules

The purpose of the transferred proceeds rule is to reflect which borrowing is
supporting the investments originally made with the proceeds of the prior
issue. Remember that generally the arbitrage rules (both yield restriction and
rebate) compare the earnings on unspent gross proceeds of an issue with the
yield on that issue.

When a refunding issue discharges a prior issue whose proceeds have not
been completely spent, the issue to which the comparison was being made
(the prior issue) is no longer outstanding. After discharge of the prior issue,
the issuer has an issue of obligations outstanding (the refunding issue) and
unspent proceeds. This puts the issuer in the same position as it was before
the refunding occurred. The issuer was required to comply with the arbitrage
restrictions before the refunding and should not be able to avoid those
restrictions merely by refunding the prior issue.

Therefore, the transferred proceeds rule causes the unspent proceeds of the
prior issue to become proceeds of the refunding issue. Consequently, the
issuer must take into account the earnings on those proceeds for purposes of
demonstrating that the refunding issue complies with the arbitrage
restrictions.

Section 1.103-14(e)(2)(ii) of the 1979 regulations and Section 1.148-11(d)(1)
of the 1992 regulations set forth a similar “principal to principal” transferred
proceeds rule, which provides for a transfer of proceeds to the refunding issue
only upon a discharge of principal of the prior issue. However, section 1.148-
4T(e)(2)(1) of the 1989 temporary regulations sets forth a “dollar for dollar”
transferred proceeds rule, which provides for a transfer of proceeds to the
refunding issue upon a discharge of principal of, or interest or retirement price
on, the prior issue.

Module F discusses the effective dates of the various regulations.

Continued on next page
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Overview, Continued

Organization of The current transferred proceeds rules which follow the “principal to
principal” rule will be presented first. After all of the rules have been
presented, then the text will illustrate the calculations required to actually

This Section

In this section

4259-002

transfer the proceeds from the prior issue to the refunding issue.

Should you find the need to calculate transferred proceeds using the “dollar
for dollar” method as set forth in the 1989 temporary regulations, a brief
discussion of this method, focusing on how it differs from the principal to

principal method will also be presented.

This section contains the following topics:

Topic See Page
Overview E-42
Transferred Proceeds Rules - Principal to Principal Method E-45
[lustration of the Transferred Proceeds Rules - Principal to E-47
Principal Method
Transferred Proceeds Rules - Dollar for Dollar Method E-55
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Transferred Proceeds Rules - Principal to Principal Method

General Rule

Transfer
Factor

Definition of
“Principal
Amount”

As stated previously, Treas. Reg. section 1.148-9(b)(1) provides that when
proceeds of the refunding issue discharge any of the outstanding principal
amount of the prior issue, proceeds of the prior issue become transferred

proceeds of the refunding issue and cease to be proceeds of the prior issue.

Therefore, if these transferred proceeds are required to be yield restricted, on
the transfer date they must be yield restricted based on the yield of the
refunding issue.

Similarly, unless these transferred proceeds qualified for an exception from
rebate as proceeds of the prior issue, they also become subject to rebate at the
yield of the refunding issue.

Treas. Reg. section 1.148-9(b)(1) goes on to state that the amount of proceeds
of the prior issue that becomes transferred proceeds of the refunding issue is
an amount equal to the proceeds of the prior issue on the date of that
discharge multiplied by a fraction.

The numerator of the fraction is the principal amount of the prior issue
discharged with proceeds of the refunding issue on the date of that discharge.

The denominator of the fraction is the total outstanding principal amount of
the prior issue on the date immediately before the date of that discharge.

This fraction is sometimes referred to as the “transfer factor.”

Treas. Reg. section 1.148-9(b)(2) provides that for purposes of this section,
“principal amount” means:

e in reference to a plain par bond - its stated principal amount, AND
e in reference to any other bond - its present value.

Continued on next page
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Transferred Proceeds Rules - Principal to Principal Method,

Continued

Allocations to
Transferred
Proceeds

Application of
the Universal
Cap

4259-002

Treas. Reg. section 1.148-9(¢)(1)(ii) provides that when proceeds of a prior
issue become transferred proceeds of a refunding issue, investments (and the
related payments and receipts) of proceeds of the prior issue that are held in
a refunding escrow for another issue are allocated to the transferred

proceeds under the ratable allocation method described in Treas. Reg. section
1.148-9(c)(1)(iii).

Investments of proceeds of the prior issue that are NOT held in a refunding
escrow for another issue are allocated to the transferred proceeds:

o under the ratable allocation method described as above, OR

« under the representative allocation method described in Treas. Reg. section
1.148-9(c)(iv).

The universal cap limits the amount of gross proceeds that can be allocated to
an issue at any one time. Because transferred proceeds are included in gross
proceeds, it is possible that proceeds from a prior issue could become
transferred proceeds of a refunding issue, and then be deallocated from the
refunding issue by operation of the universal cap.

This section continues with an illustration of transferred proceeds in an
advance refunding. Since its purpose is to show the calculations required to
determine the amount of transferred proceeds, the illustration does not
consider the application of the universal cap. However, the significance of
the application of the cap cannot be ignored when transferred proceeds are
present. Therefore, operation of the universal cap will be discussed in the
next section.
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lllustration of Transferred Proceeds - Principal to Principal
Method

Facts City R has an outstanding issue of $50M 20-year bonds. The bonds were
issued in 1991 and sold at par. The yield on the bonds is 9%. Interest is paid
semi-annually on January 1 and July 1. Principal payments are made each
January 1. The bonds are callable at par on January 1, 2001. As of January 1,
1998, $32,500,000 of principal remains outstanding. On this date, City R
issues $30M of 15-year bonds with a yield of 5.04% to advance refund the
prior bonds. Interest is paid semi-annually on January 1 and July 1. Principal
payments are made each January 1.

On January 1, 1998, the prior issue has unspent proceeds in both the project
fund and reserve fund. None of these proceeds are deposited into the

refunding escrow.

Table 1 shows the activity in the project fund from January 1, 1998 through
January 1, 2001.

Table 2 shows the activity in the reserve fund from January 1, 1998 through
January 1, 2001.

Table 3 shows the debt service requirements of the prior issue from January
1, 1998 through January 1, 2001.

Table 4 is a summary of the transferred proceeds.

Continued on next page
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lllustration of Transferred Proceeds - Principal to Principal
Method, Continued

| TABLE 1: SCHEDULE OF ACTIVITY IN THE PROJECT FUND |
DATE |PURCHASES |[EARNINGS |REDEMPTIONS|PURPOSE INVESTMENT
DISBURSEMENTS [BALANCE
1/1/98 1,445,000.00
3/1/98 3,741.00 172,861.00 176,602.00| 1,272,139.00
6/1/98| 1,324,690.00] 52,551.00 1,272,139.00 1,324,690.00
9/1/98 4,845.00 162,574.00 157,729.00| 1,166,961.00
12/1/98| 1,215,057.00| 48,096.00 1,166,961.00 1,215,057.00
1/1/99 207,789.00 207,789.00| 1,007,268.00
3/1/99 968,938.00| 55,524.00 1,031,512.00 118,098.00 944,694.00
6/1/99 340,137.00 340,137.00 604,557.00
9/1/99 33,577.00 638,134.00
12/1/99 128,892.00 128,892.00 509,242.00
1/1/00 374,019.00 5,536.00 384,464.00 15,981.00 498,797.00
3/1/00 9,847.00 127,863.00 118,016.00 380,781.00
6/1/00 260,000.00 8,308.00 251,692.00 389,089.00
9/1/00 382.00 73,506.00 73,888.00 315,583.00
12/1/00 192,000.00 6,300.00 185,700.00 321,883.00
1/1/01 178.00 36,920.00 37,098.00 284,963.00
Continued on next page
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lllustration of Transferred Proceeds - Principal to Principal
Method, Continued

TABLE 2:

TABLE 3:

SCHEDULE OF ACTIVITY IN THE RESERVE FUND

DATE |PURCHASES EARNINGS |REDEMPTIONS |INVESTMENT
BALANCE
1/1/98 5,000,000.00
3/1/98 5,000,000.00
6/1/98 43,000.00 2,567,000.00| 2,476,000.00
1/1/99| 1,500,000.00| 100,000.00 2,476,000.00{ 1,500,000.00
6/1/99] 1,500,000.00| 57,000.00 1,500,000.00| 1,500,000.00
1/1/00 1,500,000.00
6/1/00] 1,500,000.00| 62,000.00 1,500,000.00| 1,500,000.00
1/1/01 1,500,000.00
SCHEDULE OF DEBT SERVICE TO BE REFUNDED
DATE INTEREST PRINCIPAL TOTAL DEBT
PAYMENT PAYMENT SERVICE
7/1/98 $2,250,000.00 $2,250,000.00
1/1/99 $2,250,000.00 $2,500,000.00|  $4,750,000.00
7/1/99 $2,250,000.00 $2,250,000.00
1/1/00 $2,250,000.00 $2,500,000.00|  $4,750,000.00
7/1/00 $2,250,000.00 $2,250,000.00
1/1/01 $2,250,000.00 $27.,500,000.00| $29,750,000.00
$13,500,000.00 $32,500,000.00 $46,000,000.00
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lllustration of Transferred Proceeds - Principal to Principal
Method, Continued

Step 1:
Compute the

Transfer
Factor

Step 2:
Compute the

Amount of
Transferred
Proceeds on
1/1/99

Step 3:
Allocate the

Transferred
Proceeds
Between the
Project Fund

and the Reserve

Fund

4259-002

On the date of the issuance of the refunding issue, the refunded issue has
unspent proceeds in the project fund and in the reserve fund. Because these
funds have not yet been allocated to purpose expenditures, they are subject to
transfer. The first principal payment that will be made from refunding
proceeds is scheduled for January 1, 1999. Therefore, no proceeds from the
prior issue will transfer until that date.

The transfer factor is equal to the following:

Principal amount of prior issue discharged with
proceeds of the refunding issue on 1/1/99
Outstanding principal amount of the prior

issue on 12/31/98

$ 2,500,000 =
$32,500,000

0769231

The amount of unspent proceeds of the prior issue is equal to $2,507,268.
The amount of proceeds of the prior issue that becomes transferred proceeds
of the 1998 issue is computed as follows:

Transferred Proceeds = $2,507,268 X .0769231 = $192.,867.

According to Treas. Reg. section 1.148-9(c)(1)(i1), either the ratable allocation
method or the representative allocation method can be used to allocate the
proceeds to be transferred. In this example, the ratable allocation is used.

A portion of the reserve fund transfers as follows: (See Table 4.)

$192,867 X $1.500,000 =
2,507,268

Similarly, a portion of the project fund transfers as follows:

$115,384.

$192,867 X $1.007,268 =

2,507,268

$77,482. (See Table 4.)

Continued on next page
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lllustration of Transferred Proceeds - Principal to Principal
Method, Continued

Step 4:
Calculate

Transfer
Factor on
1/1/00

Step 5:
Compute the

Amount of
Transferred
Proceeds on
1/1/00

Step 6:
Allocate the

Transferred
Proceeds
Between the
Project Fund

and the Reserve

Fund

When a principal payment is made on 1/1/00, a new transfer factor must be
computed in order to compute the amount of proceeds which will transfer on
that date.

The transfer factor is computed as follows:

$ 2,500,000 = .0833333
$30,000,000

The amount of proceeds of the 1991 issue that becomes transferred proceeds
of the 1998 issue on 1/1/00 is computed as follows:

The amount of proceeds subject to transfer is calculated as follows:

$2,507,268 investment balance as of 1/1/99

< 192,867> proceeds transferred on 1/1/99

< _508.471> change in investment balance between 1/1/99 and 1/1/00
$1,805,930

Transferred Proceeds = $1,805,930 X .0833333 = $150,494

A portion of the reserve fund transfers as follows:

$150,494 X §1,384.615 =

$1,805,930

$115,384

Similarly, a portion of the project fund transfers as follows:

$150,494 X $421.315

$1,805,930

$ 35,110

Continued on next page
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lllustration of Transferred Proceeds - Principal to Principal
Method, Continued

Step 7:
Calculate the

Transfer
Factor on
Redemption
Date
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Calculate the

Amount of
Transferred
Proceeds on
1/1/01

Step 9:
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4259-002

On 1/1/01, the 1991 bonds are redeemed and the last interest payment is
made.

Therefore, the transfer factor is calculated as follows:

$27.500 = $100%

The amount of proceeds of the 1991 bonds that becomes transferred proceeds

of the 1998 bonds on 1/1/01 is computed as follows:

100% X 1,441,602 =$1,441,602

The amount subject to transfer is calculated as follows:
$1,655,436 amount remaining after 1/1/00 transfer

< 213.834> change in investment balance between 1/1/00 and 1/1/01
$1,441,602 amount subject to transfer on 1/1/01

See Table 4 for calculations.

The remaining balance in the reserve fund subject to transfer is equal to
$1,269,231.

The remaining balance in the project fund subject to transfer is equal to
$172,371.

Therefore, a total of $1,441,602 transfers on 1/1/01.

All funds have transferred and no more calculations are required.

As of the date of transfer, all of the funds in the project fund that have
transferred are subject to yield restriction based on the yield of the refunding

bonds.

Similarly, all of the funds in the project fund and the reserve fund are subject
to rebate based on the yield of the refunding bonds.

Continued on next page
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lllustration of Transferred Proceeds - Principal to Principal Method, Continued

TABLE 4: SUMMARY OF TRANSFERRED PROCEEDS

AMOUNT RESERVE PROJECT 1991 1998
DATE TRANSFERRED | [FUND FUND TOTAL ISSUE ISSUE
1/1/99 1,500,000.00 | 1,007,268.00 | 2,507,268.00 | 2,507,268.00

192,867.00 (115,385.00) | (77,482.00) | (192,867.00) | (192,867.00) | 192,867.00
BALANCE 1,384,615.00 | 929,786.00 |2,314,401.00 |2,314,401.00 | 192,867.00
1/1/00 (508,471.00) (508,471.00) | (508,471.00) | (508,471.00)
1/1/00 150,494.00 (115,384.00) | (35,110.00) | (150,494.00) | (150,494.00) | 150,494.00
BALANCE 1,269,231.00 | 386,205.00 | 1,655,436.00 | 1,655,436.00 | 343,361.00
1/1/01 (213,834.00) (213,834.00) | (213,834.00) | (213,834.00)
1/1/01 1,441,602.00 (1,269,231.00) | (172,371.00) | (1,441,602.00) | (1,441,602.00) | 1,441,602.00
BALANCE - - - (1,784,963.00) | 1,784,963.00
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lllustration of Transferred Proceeds - Principal to Principal
Method, Continued

Treatment of Once proceeds of a prior issue become transferred proceeds of a refunding

Transferred issue, their treatment for arbitrage purposes depends on:
Proceeds for

Arbitrage  how the funds are used, AND

Purposes o the fund in which the amounts are held.

For example, when the project funds become transferred proceeds, if they are
deposited and held in the escrow fund, they are characterized as transferred
proceeds of the refunding issue. As such, they are subject to yield restriction
and rebate based on the yield of the refunding issue. However, if they are
placed in the 4R fund, they are still considered to be transferred proceeds of
the refunding issue, but they are sheltered from yield restriction because of the
general exception from yield restriction for 4R funds. Further, unless the
amounts qualified for an exception to rebate as proceeds of the prior issue,
these amounts become subject to rebate at the yield of the refunding issue.

Remember that the universal cap can limit the amount of transferred proceeds
allocated to an issue.

4259-002 E-54



Transferred Proceeds Rules - Dollar for Dollar Method

Introduction

The dollar for dollar method of transferring proceeds is set forth in Treas.
Reg. section 1.148-4T(e)(2)(i) of the 1989 regulations. (Therefore, all of the
cites in this discussion refer to the 1989 temporary regulations.) This method
provides that unspent proceeds of the refunded issue become transferred
proceeds of the refunding issue when any amount of proceeds of the refunding
issue are used to discharge the principal OR interest of the refunded issue.

There is no transfer factor as was computed in the previous illustration.
Rather on the date of transfer, the amount of unspent proceeds that transfers to
the refunding issue is equal to the amount of the debt service discharged.

When computing the amount of rebate due, a portion of each investment (and
their related payments and receipts) is included in the computation. This
portion is based on a ratio of amounts transferred to the total investment
balance on the date of transfer.

Continued on next page
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Transferred Proceeds Rules - Dollar for Dollar Method,

Continued

Effective Dates

4259-002

Treas. Reg. section 1.148-0T(b)(1)(ii) (Temporary) provides that the dollar
for dollar method is generally effective for bonds issued after:

e August 15, 1986, if the bond is NOT a governmental bond described in
section 1312(c)(2) of the 1986 Act, AND

e August 31, 1986, if the bond is a governmental bond described in section
1312(c)(2) of the 1986 Act.

Treas. Reg. section 1.148-0(b)(8)(1) provides that section 1.148-11 (the
principal to principal method) generally applies to all issues issued after June
17, 1992.

Therefore, generally, the dollar for dollar method applies to bonds issued after
August 15, 1986 (or August 31, 1986 for certain governmental bonds) through
June 17, 1992.

Additionally, Treas. Reg. section 1.148-0(b)(8)(iii) provides for elective early
application of sections 1.148-4, 1.148-8 and 1.148-11 (the principal to
principal method) to issues issued on or after May 18, 1992. (Any or all of
these three sections may be selectively applied.)

Lastly, Treas. Reg. section 1.148-0(